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Introduction
In an attempt to reduce the uncertainty that …rms and investors face when making investment decisions, di¤erent countries have pursued policies oriented to the stabilisation of their exchange rates. One clear and extreme example of these attempts took place in January 1, 1999 , when the conversion rates versus the "Euro"of eleven European countries were irrevocably …xed in order to start the third stage of the European Monetary Union (EMU). It was claimed at that moment in time that the single currency would provide a new economic framework where …rms did not need to compensate investors for the exchange rate risk.
This reduction in the cost of capital would, therefore, open new investment opportunities, stimulate corporate investment and, ultimately, foster investment and growth.
However, as claimed in Sentana (2002) , the arguments in favour of a …xed exchange rate regime su¤er from several criticisms. First, since …rms might be able to hedge their exchange rate exposure it can be the case that they are not a¤ected by any idiosyncratic movement in exchange rates. Second, it can be the case that these idiosyncratic exchange rate risks are not priced in a world with complete market integration. And …nally, a …xed exchange rate system will increase interest rate volatility since monetary authorities have to defend their respective parities; and, as long as interest rate volatility might be priced in emerging markets, it is conceptually possible that a …xed exchange rate regime can increase the cost of capital. Nevertheless, Sentana (2002) has found that, despite these three points, the European Monetary System (EMS) has lowered the cost of capital of European …rms, "although the e¤ect is small".
At the same time that the "European Experience"went on, policies of exchange rate stabilisation, jointly with those attempting the liberalization of …nancial markets, were blamed for the increase in the frequency and recurrence of the …nancial upheavals in emerging markets. This prompts a debate on the appropriate choice of an exchange rate regime for a developing country (Levy-Yeyati and Sturzenegger, 2003; and Reinhart and Rogo¤, 2004 ).
For one, emerging markets present several characteristics that can accentuate the bene…ts as well as the previously mentioned negative aspects of a …xed exchange rate regime.
External …nancing is relatively more important in emerging countries. For example, the U.S. holdings of Mexican equities at the end of the year 2001 were approximately 20% of the domestic market capitalization (Department of the U. S. Treasury, 2003) . Therefore, a reduction of the exchange rate variability could provide a stable framework that stim-ulates foreign investment. On the other hand, Calvo and Reinhart (2002) argue that the lack of credibility of the exchange rate stabilization policies implemented by the emerging countries'governments has caused excess volatility in interest rates. This makes the tradeo¤ between exchange and interest rate volatility to be especially relevant for the study considered here. This paper studies the impact of the choice of an exchange rate regime on the cost of capital in emerging markets. To do so, I rely on the framework of the dynamic version of the arbitrage pricing theory (APT) developed in King, Sentana and Wadhwani (1994) and extended in Sentana (2002) to study the impact of EMS on the cost of capital of European …rms.
In particular, I use weekly data on currency, bond and stock returns for ten emerging markets over the period from mid 1997 to mid 2006 to estimate a multivariate factor model with time-varying volatility in the underlying factors. However, I include two modi…cations to the analysis done in Sentana (2002) . First, I do not restrict the structure of the common factor to be triangular because general equilibrium models usually predict that all common factors a¤ect all asset classes. 1 Second, I follow Jorion (1988), Vlaar and Palm (1993) and Das (2002) and combine a GARCH speci…cation with the presence of Gaussian jumps. This allows the model to capture the several episodes of …nancial distress that occur in the sample (for example, the East Asian crises of 1997, the Russian collapse of 1998, the devaluation of the Brazilian Real in 1999, and the abandonment of the Argentinean currency board in 2002).
In addition, it is di¢ cult to disentangle the study of the impact of the exchange rate regime on the cost of capital and the study of the hypothesis of …nancial market integration.
Ultimately, the impact depends on whether country-speci…c risks are priced. The assetpricing model used in this paper implicitly assumes that emerging markets are integrated.
Thus, testing the cross-equation restrictions of the basic model allows the paper to answer if country-speci…c risks are priced. I also follow Stulz (1999) to gauge the potential gains from stock market globalisation by comparing the risk premia that would prevail in a world of full integration and full segmentation.
The paper is organized as follows. Section 2 presents the benchmark model and the estimation procedure. Section 3 reports the empirical results. The impact of an exchange regime on the cost of capital is analysed in section 4. Section 5 discusses whether emerging markets are …nancially integrated. Finally, section 6 concludes.
Benchmark model
This section borrows from Sentana (2002) , where further details can be found. However, I
will highlight any signi…cant change with respect to his work.
Asset pricing model
The analysis is based in a world with a large number of countries j = 1; :::; N , and assumes that for each country there are three representative assets available: a one-period local currency (c) deposit with safe gross return R j cjt ; a long-term default-free bond portfolio (b), which has a random gross holding return over period t in local currency given by R j bjt ; and a stock portfolio (s), with a random gross holding return in local currency given by R j sjt . Let S $ jt be the spot exchange rate for country j at the end of period t in terms of the numeraire currency (US$ in this case), and let R $ c$t be the gross return on the safe asset for US during period t in US$. In this context, the excess returns of these three representative assets for each country in terms of the numeraire currency will be given by:
where r $ cjt , r $ bjt and r $ sjt are the (continuously compounded) excess returns for currency, bonds and stocks in US$, respectively. In particular, the notation structure is as follows:
for an excess return r $ ajt ; the …rst subscript a = c; b; s is related to the asset, the second one j is related to the country, and the third one t is related to the period of time. Superscript indicates the currency in which the asset is denominated, and, for clarity of exposition, it will only appear when the excess return refers to local currency. Thus, the lack of a superscript re ‡ects excess returns denominated in US$. In addition, let ajt and ajt be the risk premia term and the unanticipated (as of t 1) component of the excess return r ajt = ajt + ajt . The subscript and the superscript structure for ajt and ajt is the same used for excess returns.
Furthermore, assume the existence of three "global"latent factors a¤ecting the returns on the three assets considered. At this moment let the common factors be named as: the exchange rate factor (f et ), the interest rate factor (f it ), and the residual market factor (f mt ). Since asset returns are also a¤ected by the country-speci…c factors, I postulate the existence of three idiosyncratic factors per country in addition to the above mentioned common (global) factors. These country speci…c factors are, again, related to the exchange rate (v jet ), the interest rate (v jit ), and the residual market risks (v jmt ). On this basis, I assume the following factor structure for the unanticipated component of returns:
(1)
Country-speci…c risk or in matrix notation jt = B j f t + j v jt , where
and 's and 's are the (time-invariant) factor loadings which measure the sensitivity of the assets to the di¤erent common and idiosyncratic factors, respectively.
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Two comments are in order here. First, the triangular structure imposed on the countryspeci…c factors is arbitrary but not restrictive. It is arbitrary because, taking the common factors as given, the factor loadings of the idiosyncratic risks cannot be identi…ed up to an orthogonal rotation. On the other hand, it is not restrictive because the assumption j j j = 1 implies that the unconditional idiosyncratic variance-covariance matrix remains totally unrestricted within a country. 3 Moreover, this orthogonalisation allows one to provide sensible names to each of the idiosyncratic factors and, therefore, to ease the interpretation of the results. In particular: "exchange rate" is the factor that a¤ects the idiosyncratic component of a deposit in local currency; "interest rate" is the factor that a¤ects the idiosyncratic component of the bond but not the deposit return; while "residual market" only a¤ects the idiosyncratic component of the stock return. Second, Sentana (2002) assumes that the deposit returns are only a¤ected by the common exchange rate factor, and that bond returns are only a¤ected by the exchange and the interest rate factor 2 The …rst subscript of ajk , ajk , a = c; b; s is related to the asset, the second one j is related to the country and …nally the third one k = e; i; m is related to the factor. For instance, ajk re ‡ects the sensitivity of country j's return in US$ on asset a to factor k: Again, for clarity of exposition, those superscripts that refer to US$ denominated assets are omitted. 3 See Sentana and Fiorentini (2001), Sentana (2002) , and Rigobon (2003) for further details on the identi…cation issue.
(i.e. cji = cjm = bjm = 0). But given that it is di¢ cult to justify from an empirical and theoretical point of view that the common (global) factor structure is triangular, I relax this assumption to provide more ‡exibility in the structure of covariances of the returns.
Further assumptions are as follows: First, to guarantee that the unanticipated component (as of t 1) of the returns 's are in fact innovations, the common and speci…c factors are unpredictable on the basis of past information. Second, the common factors are orthogonal to each other, but they have time-varying conditional variances et , it , mt . As a consequence, the implied risk premia will be time-varying. Third, the idiosyncratic factors, which by de…nition are orthogonal to f t , are orthogonal to one another for a given country j, and again, they have time-varying conditional variances ! jet , ! jit , ! jmt . Finally, the idiosyncratic factors can be correlated across countries, but only mildly to guarantee that full diversi…cation applies. That is, the conditional covariance matrix has the Chamberlain and Rothschild (1983) approximate zero-factor structure.
Finally, one can appeal to a no-arbitrage argument to assume that there is a stochastic discount factor (also known as pricing kernel) that prices the available assets by discounting their uncertain payo¤s across di¤erent states of the world. In particular, assuming a linear model in the common factors for the pricing kernel, the risk premia will have the following beta representation: where, k (k = e; i; m) corresponds to the price of risk for factor k, that is, the amount of expected return that agents demand in order to accept another unit of volatility. Note that under this benchmark any country speci…c risk should not be priced, because it can be diversi…ed away.
Alternative hypotheses
To investigate whether the choice of an exchange rate regime is able to reduce the cost of capital in emerging markets I follow Sentana (2002) to encompass the asset-pricing model 4 See Cochrane (2001) and Sentana (2002) .
in a more general set-up: 
Estimation method
Given that r ajt = ajt + ajt by construction, I combine the system of equations (1) and (2) to write the model in compact form as:
can be interpreted as excess returns of three diversi…ed portfolios, f
0 , that mimic the proposed factors. In particular, kt represents the risk premia of the common factor k and f kt is the corresponding unanticipated component (as of t 1).
Note that if f R t were observed directly, estimation would be an easy task since one would be able (in the conditional homoscedastic case) to recover B j and j by a set of OLS regressions. 5 In this particular case where f R t is observed and conditionally homoscedastic, 5 Alternatively, under the assumption of conditional normality, the system given by (4) However, this is not the case because there is no data available on f R t . Still, I follow Sentana (2002) and construct three fully diversi…ed global portfolios of currency deposits, bonds and stocks which by de…nition do not contain any idiosyncratic risk. Let the excess returns on these three portfolios be denoted by r pt = (r cpt ; r bpt ; r spt ) 0 and assume that they are related to the common risk factors in the following way:
or in matrix notation r pt = B p f R t , where the scaling of the common factors are set to cpe = bpi = spm = 1. 
In other words, adding the three portfolios in (5) to the list of 3N assets allows the factorisation of the joint likelihood function of the 3(N + 1) assets into the marginal component of r pt and the conditional components corresponding to all the individual countries given the fully timated for any N countries simultaneously by maximum likelihood (see King, Sentana and Wadhwani, 1994) . But as claimed in Sentana (2002) : "with three assets per country and a non-diagonal time-varying conditional idiosyncratic covariance matrix, though, this results in a very time-consuming procedure even for moderately large N ". 6 As in the case of the idiosyncratic factors, the triangular structure imposed on the diversi…ed portfolios is arbitrary but not restrictive. Again, the factor loadings of the three diversi…ed portfolios to the common risks cannot be identi…ed up to an orthogonal rotation and therefore we can always rede…ne the diversi…ed portfolios and get the same covariance structure. Nevertheless, under a di¤erent orthogonalisation it would be di¢ cult to understand these common factors as "exchange rate", "interest rate"and "residual market". Moreover, it is important to note that this speci…cation is not restrictive because, given the assumption jB p j = 1, the unconditional variance-covariance matrix of the global portfolios remains totally unrestricted. diversi…ed portfolios. In particular, under conditional homoskedasticity, (5) is a recursive simultaneous equation system whose parameter estimates can be obtained in the following way:
(d) e and e from the OLS regression of r cpt on a constant.
(e) bpe ; i and i from the OLS regression of r bpt on r cpt and a constant.
(f) spe ; spi ; m and m from the OLS regression of r spt on r cpt ; (r bpt b bpe r cpt ) and a constant, where b bpe is the estimation of the parameter bpe obtained in (e).
Therefore, one would estimate the system of the diversi…ed portfolios (5) in a …rst stage, and then estimate the corresponding system for the individual countries in (4) in a second step. But given that I am using estimates of the diversi…ed portfolios system to compute the regressors of the second stage, the inference will not be valid because it su¤ers from a "generated regressors problem". This is solved by estimating the joint system and recasting the estimation within the Generalized Method of Moment (GMM) framework using the moment conditions that are implicit in the OLS estimation in (a)-(f). Moreover, a signi…cant advantage of the GMM framework is that estimates of 's, 's and 's remain consistent when factors su¤er from serial correlation and/or are a¤ected by conditional heteroscedasticity, provided that the factor representing portfolios and idiosyncratic factors remain contemporaneously uncorrelated.
Similarly, the alternative hypotheses stated in section 2.2 can also be tested within the GMM-regression framework. For example, I can add the conditional variance of v jet , ! jet as an additional regressor in equation (4a) and test whether the estimated coe¢ cient cje is di¤erent from zero. Doing so yields an estimate of cje which measures the impact of the elimination of idiosyncratic exchange rate volatility.
In practice, the conditional variance is an unobserved variable and, instead, one has to use an estimate b ! jet . Although I could follow Sentana (2002) to estimate volatilities by means of GARCH (1,1) regressions, this model fails in replicating the episodes of …nancial distress that characterize emerging market returns. Consequently, I follow instead Jorion (1988), Vlaar and Palm (1993) and Das (2002) to combine a GARCH speci…cation with the presence of Gaussian jumps. The estimation of these GARCH-jump models is done by replacing the OLS regressions in (a)-(c) by GARCH-jump regressions, and replacing the OLS regressions in (d)-(f) by GARCH-in-mean-jump regressions. 7 Moreover, if the proposed conditional variance speci…cation were incorrect, the tests would still be consistent albeit less powerful. In addition, the tests will have the correct asymptotic size under the null hypothesis despite the fact that conditional variances are generated regressors. 8 3 Results
Data
The database comprises weekly data for currency, bond and stock returns on a set of ten Poland, and Russia. This set of countries has been chosen on a data-availability basis. An appendix with data sources is provided.
I also include data on developed countries to aggregate well-diversi…ed portfolios that contain the non-emerging markets as well. These are Australia, Canada, Japan, the United
States and ten European countries (Belgium, Denmark, France, Germany, Italy, Netherlands, Spain, Sweden, Switzerland and the United Kingdom). In particular, these data are used to construct three equally weighted portfolios: a "world" equally weighted portfolio of currency returns, a "world" equally weighted portfolio of bond returns, and a "world" equally weighted portfolio of stock returns as the set of portfolios in system (5).
Estimates of the baseline asset pricing model
I …rst estimate the baseline model of section 2 by GMM under the null hypothesis of integration of …nancial markets. In order to obtain estimates of the conditional variances, I
then …t a GARCH-in-mean-jump model to the common factors estimated in the …rst step, and a GARCH-jump model to the estimated idiosyncratic factors.
The parameter estimates of the diversi…ed portfolios subsystem, equation (5), are presented in Table 1 . These results indicate that the three diversi…ed portfolios are positively correlated, which is partly explained by the fact that all returns are denominated in US$.
The parameter estimates also con…rm the result found in Sentana (2002) that, controlling 7 See the appendix for the speci…c details of the likelihood function of GARCH-jump models. 8 See Sentana (2002) for details on these two last issues.
for movements in exchange rates, world bond returns and world stock returns are positively correlated. While the estimated risk premia on the interest rate and residual market are positive, the exchange rate risk premia is negative. However, none of the three risk premia is estimated precisely. The interest rate risk premia is signi…cant, though, but only at the ten percent level.
9 Table 2 reports the estimates of the factor loadings of currency deposit, bond and stock returns on each one of the factors. In particular, the parameter estimates of the sensitivities of the currency deposit returns to the three common risk factors are presented in the Table   2a . In the …rst column, I …nd that the coe¢ cient on the common exchange rate factor, cje , is positive for the ten countries analyzed in this paper and this coe¢ cient is signi…cant 10 for eight out of the ten countries. Since the common link across all the exchange rates is the numeraire currency, these positive coe¢ cients suggest that currency returns decrease While the sensitivities of currency deposit returns to the risk factors correspond to assets denominated in US$, the parameter estimates in table 2b and 2c correspond to bond and stock returns denominated in local currency. This way, one can isolate any indirect e¤ect of exchange rates onto asset returns. Moreover, the analysis presented in the previous section is still valid because the asset pricing model considers currency deposit returns and, therefore, the framework presented in section 2.1 can also be used to price bond and stock returns in local currency. Speci…cally, note that local currency bond and stock excess returns can be expressed as r j bjt = r bjt r cjt and r j sjt = r sjt r cjt . Making use of these expressions and those in (4) I can write: 9 The price of risk coe¢ cients obtained from the GARCH-in-mean-jump model are e = 0:0119, i = 0:1938, and e = 0:0171.
10 From now on, I consider tests at the 5% level of signi…cance.
and similarly:
Table 2b presents the estimates of the factor loadings of local currency bond returns on each one of the common factors as well as those parameters related to the countryspeci…c exchange rate risk. In the …rst column, I …nd that the coe¢ cient on the common exchange rate factor, j bje , is positive and signi…cant only in China. As in the case of currency returns, this …nding implies that local currency bond returns decrease (increase) when the dollar appreciates (depreciates). On the other hand, the negative and signi…cant coe¢ cient found in Thailand and Poland implies that the local currency bond returns in these two countries decrease when the dollar depreciates. In the second column, I …nd that bond returns are all positively correlated through the common interest rate factor. The coe¢ cient j bji is positive and statistically di¤erent from zero for all the countries. In the third column, the estimates of the factor loadings on the common residual market risk are signi…cantly positive for Brazil, Venezuela, the Philippines and Russia. On the other hand, this coe¢ cient is statistically negative for China and Poland. Note that the sensitivity of Chinese bond returns to common exchange rate movements is positive, while its sensitivity to idiosyncratic exchange rate movements is negative. As claimed in Sentana (2002) , this di¤erence in the sensitivity to common and idiosyncratic exchange rate risk is likely to re ‡ect the structure of its foreign trade. Finally the fourth column reports the estimates of the factor loadings of bond returns on the idiosyncratic exchange rate factor, j bje . Here, the predominant sign is the negative one. In addition, all coe¢ cients are statistically di¤erent from zero. Since the idiosyncratic exchange rate factor is the residual of the regression of the currency return on the three common factors, these negative coe¢ cients imply that, taking the common factors as given, bond returns fall (rise) when the local currency appreciates (depreciates). Table 2c reports the estimates of the factor loadings of local currency stock returns. In the …rst column, I …nd that the coe¢ cient on the common exchange rate factor, j sje , is positive and signi…cant for Brazil and the Philippines. In the second column, the estimates of the factor loadings on the common interest rate factor, j sji , are all positive and the coe¢ cient is statistically signi…cant for Argentina, Brazil, Mexico, Venezuela and Russia. In the third column, I …nd that all the coe¢ cients on the common residual market factor, j sjm , are positive and statistically di¤erents from zero. The fourth column presents the estimates of the factor loadings of stock returns to the idiosyncratic exchange rate factor, j sje . These are statistically negative for Argentina, Venezuela and Russia. Thus, stock returns for these countries tend to fall (rise) when the local currency appreciates (depreciates). On the other hand, j sje is statistically positive for the Philippines. Finally, the …fth column reports the estimates of the factor loadings of stock returns on the idiosyncratic interest rate factor, j sji . Since these coe¢ cients are positive with the exception of Poland (although, again, the coe¢ cient is not signi…cant), stock and bond returns seem to be positively correlated within a country. Therefore, is the cost of capital lower in those countries that have adopted a …xed exchange rate regime? To address this question, I use a "de facto"classi…cation of exchange rate regimes proposed by Levy-Yeyati and Sturzenegger (2003) (LYS from now on) to group the countries into those that have followed a …xed exchange rate system, and those that followed a ‡oating one. In particular, and in line with these two authors, I expect this classi…cation to provide a better characterization of the exchange rate policies, regardless of the regime reported by the country's authorities and published "de jure"by the International
Monetary Fund. Following the LYS classi…cation, I include Argentina, Brazil, Venezuela, China and Malaysia in the …xed exchange rate regime block; and Mexico, the Philippines, Thailand and Poland in the ‡oating one. Russia has been dropped because its exchange rate regime has changed many times during the period of the study. for those countries with a …xed exchange rate system. This means that not only has a …xed exchange rate regime been unable to reduce the exchange rate volatility in emerging markets, but it has also increased the interest rate volatility. This result is related to Calvo and Reinhart (2002) . The lack of credibility of the …xed exchange rate regime has caused excess volatility in interest rates.
Still, the (idiosyncratic) movements should not be priced under the hypothesis of …nan-cial integration (see next section for more details). For this reason, I continue by testing whether, contrary to the theory, idiosyncratic exchange rate and interest rate risks are priced. Table 3 reports the tests on the pricing of country-speci…c volatility. The main results are the following. First, the exchange rate risk is priced in currency deposit returns for those countries with a ‡exible exchange rate regime. That is, the idiosyncratic exchange rate factor is more volatile for those countries with a …xed exchange rate regime (see Figure   1a ), but it is not priced. Second, the exchange rate risk is priced in stock returns for those countries with a …xed exchange rate regime which implies that stock market investors demand compensation for the risk of a currency devaluation. Third, the interest rate risk is priced in (local currency) bond returns in those countries with a …xed exchange rate regime.
Bond investors demand compensation for the excess volatility in interest rate caused by the defense of the level of the currency.
The analysis of the estimated sensitivities to the idiosyncratic risk factors, ajk for a = c; b; s and k = e; i, should give a good measure of the impact of the elimination of these country-speci…c risks. However, there are some problems with this approach. First, these (estimated) coe¢ cients show great dispersion, being sometimes negative. Second and more important, the e¤ects of idiosyncratic exchange rate and interest rate volatility may compensate each other. Therefore, I follow Sentana (2002) and measure the net e¤ect of idiosyncratic exchange rate and interest rate movements on each asset by computing the di¤erences in …tted values between the alternative and null hypothesis. This procedure has the advantage that each country acts as its own control.
The average net e¤ect of idiosyncratic exchange rate volatility on currency returns across countries with a …xed and ‡exible exchange rate regime is presented in Figure 2a . Figures   2b and 2c present the analogous net e¤ect of idiosyncratic exchange rate and interest rate risks on bond and stocks returns, respectively. Furthermore, sample means and relevant
Wald tests (robust to serial correlation and conditional heteroskedasticity) are reported in Table 4 . Figure 2a shows that the net e¤ect of idiosyncratic exchange rate volatility on currency returns is more important in those countries with a ‡exible exchange rate regime.
In fact the di¤erence between the e¤ect in countries with a ‡oating and a …xed exchange rate regime is positive most of the time. As shown in Table 4 , this di¤erence is signi…cant at the 10% level. Figure 2b shows a similar picture. The net e¤ect of idiosyncratic exchange rate and interest rate volatility on bond returns seems to be more important in those countries with a ‡exible exchange rate regime. However, the di¤erence is not statistically di¤erent from zero. Finally, the analysis of Figure 2c suggests that there is no clear e¤ect of the exchange rate regime on (local currency) stock returns: the increase in the interest rate volatility seem to o¤set the decrease in the volatility of the idiosyncratic exchange rate factor. Therefore, since there is evidence that a …xed exchange rate regime reduces the currency risk premia demanded by foreign (U.S.) investors and foreign investment is an important source of emerging market …nancing, the tentative conclusion is that a …xed exchange rate regime system can help reduce the cost of capital of emerging market …rms.
Integration of emerging …nancial markets
The hypothesis of market integration plays a central role in emerging market …nance because it helps to identify the bene…ts of the process of liberalization that many emerging markets have followed. In particular, economic theory predicts that the process of …nancial liberalization will reduce the cost of capital (see Errunza and Losq, 1985) . In this section, I
retake the tests of pricing of idiosyncratic risks to analyze whether the hypothesis of market integration is valid in emerging …nancial markets.
The de…nition of international …nancial integration implies that assets with identical risk should command the same expected return regardless of their nationality. This means that no country-speci…c risk should be rewarded in a world of complete integration ( ajk = 0 8a = c; b; s 8k = e; i; m); and, secondly, the price of (common) risk should be equal across countries ( ajk = 0; 8a = c; b; s 8k = e; i; m). In section 4, I have examined whether idiosyncratic exchange and interest rate factors are priced for countries with a …xed and ‡exible exchange rate system as an exercise to analyze the impact of an exchange rate regime. Now, I repeat the analysis taking into account regional blocks, that is Latin America, Asia and East Europe, rather than exchange rate systems. I also include a test for the pricing of country-speci…c residual market risk and tests for the equality of the prices of common risks. Table 5a reports the additional tests of market integration on the pricing of idiosyncratic risks. The …ndings are the following: First, the exchange rate risk is priced in the currency and stock returns of Latin America and Eastern Europe. It is only priced in bond returns of Eastern Europe. Second, the idiosyncratic interest rate risk is priced in the Asian bond returns at the ten percent level of signi…cance. Finally, the idiosyncratic residual market risk is not priced in the equity market. On the other hand, Table 5b presents the tests for the equality of common risk prices. The analysis of this table suggests that prices of the (global) exchange rate, the interest rate and the residual market risks seem to be di¤erent in currency returns of Asia and Eastern Europe. The prices of the (global) exchange rate, the interest rate and the residual market risks are equal for bond and stock returns. Overall, the bond and stock markets seem to be integrated, while the currency market does not.
Globalisation and the cost of capital
Finally, I follow Stulz (1999) to measure the potential gains from the globalisation process by comparing the stock market risk premia under full integration with the risk premia that would prevail in the context of fully segmented markets. In particular, note that it is possible to decompose the unanticipated components of stock returns into three orthogonal components:
Exchange rate risk Interest rate risk Residual market risk
Since the stock portfolio for each country corresponds to a well-diversi…ed basket of domestic stocks one can obtain the risk premia that would prevail in this context using a domestic argument similar to the one presented in Section 2. In particular, this will result in the risk premia corresponding to a domestic APT pricing relationship:
where ' jk is the price of risk for country j and factor k = e; i; m in a fully segmented market framework. Assuming that all investors in the world have the same constant relative risk aversion, and that the price of the residual market risk and the statistical properties of asset returns are not a¤ected by the globalisation process, I can compare the following risk premia:
Risk premia under full integration = m j sjm mt ;
Risk premia under full segmentation = ' jm (
Subsequently, I can assess whether there would be gains from a process of stock market integration, for each country comparing:
The (estimated) di¤erences between both sides of the above expression for each one of the emerging countries in the database are displayed in Table 6 . Its analysis reveals ample evidence in favour of globalisation gains because these di¤erences are all positive and signi…cantly di¤erent from zero. Furthermore, there is an important variation across countries, where Russia is the country with the largest average, followed by China and Thailand. Moreover, if one multiplies these di¤erences by 0.017, which is the estimate of m , these results suggest that the globalisation gains can be rather large for these countries. On the other side, Mexico and Brazil are the countries with the smallest estimated gains.
These two countries have signi…cantly smaller idiosyncratic residual market risk variance (see Table 2c ), and this suggests that they already have closer links with world markets.
Finally, it is very important to emphasize that these gains should only be taken as indicative given that I am comparing two extreme situations.
Concluding remarks
In this article I attempt to shed some light on two important questions in international …nance: whether the choice of a …xed exchange rate regime is able to reduce the cost of capital and whether there are gains from the process of globalisation. For that reason, this paper presents a multifactor asset-pricing model that is estimated using weekly data on currency, bond and stock returns for ten emerging markets over the period from 4 June 1997 to 28 June 2006.
The …ndings in this paper suggest that not only has a …xed exchange rate regime been unable to reduce the exchange rate volatility in emerging markets, but it has also increased the interest rate volatility. This result is related to Calvo and Reinhart (2002) . The lack of credibility of the …xed exchange rate regime has caused excess volatility in interest rates.
However, there is evidence that a …xed exchange rate regime reduces the currency risk premia demanded by foreign investors. Therefore, the tentative conclusion is that a …xed exchange rate regime system can help reduce the cost of capital in emerging markets. In addition, the evidence against the hypothesis of integration of …nancial markets is mixed and depends on the market under examination. At the same time, I cannot reject the null hypothesis of the integration of emerging equity markets. A comparison between the risk premia that would prevail in a world of full integration and full segmentation reveals rather large gains from the process of liberalization of stock markets in some countries.
on past information t 1 and the predetermined variables x 0 t , a mixture of two normal distributions which implies that the conditional density of " t is given by:
where ( ) is the density function of the normal distribution and is the mixing weight. That is, with probability 1 the error term " t is conditionally normal with mean and time-varying volatility 2 t ; while with probability , " t is normal with mean (1 ) and time-varying volatility 2 t + . Note that this structure guarantees that " t is an innovation because it has conditional expectation equal to zero E " t j t 1 ; x 0 t = 0, while the conditional variance of " t is given by:
In addition, the parameters are restricted to identify the second state with the intuition that exists behind the de…nition of a jump. In particular, I impose > 0 (the jump implies, in mean, a negative return), > 0 (the jump increases the conditional volatility of the returns) and < Finally, the analysis can be easily extended to introduce the GARCH-in-mean-Jump regression model. In particular, if I denote ! 2 t = V ar " t j t 1 ; x 0 t as the conditional variance of the error term, I only need to modify the de…nition of the error term in (10) in the following way:
where captures the impact of the conditional variance on the expected returns. Note: GMM estimates of equation (4): Note: GMM estimates of eq (4a):
Newey-West (1987) heteroskedasticity and autocorrelation robust S.E in parentheses. Note: GMM estimates of eq (5):
Newey-West (1987) heteroskedasticity and autocorrelation robust S.E in parentheses. Note: GMM estimates of eq. (7):
Newey-West (1987) heteroskedasticity and autocorrelation robust S.E in parentheses. ( ); ( ); ( ) indicates coe¢ cient signi…cantly di¤erent from zero at the 1%, 5% and 10% level, respectively. Sample period: 4 June 1997 -28 June 2006 (474 observations). 
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